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Please direct any questions concerning this matter to me.

Respectfully,

/s/ Gary M. Epstein

Gary M. Epstein
Counsel for XM Satellite Radio Holdings Inc.
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Satlellite Radio Initiation
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Am'rielS/United SlItts
Div,rsifi,d TlI.communiOitio n Sirvices

Cabl, & S.tlllill
UND£R\\£IGHT

Satellite Radio Will Return to 0 rbit,
But It's Too Early to Buy XM

• We initi.ttd ';0...."91 of Sirius Satellite Radio (SIRI) with In Outptr1brm rlting and XM
Sa.llill Radio I'~MSR) with I N,utr.1 r,ting, with respective IIrgtt priut of" 100 $17.

• Positive neul., growth outtaok. INa are bUliah on the seclJar growth prospects for sateflite
radio anj the Ion\l"term economic& of the bt..IW1esa model. V'k estimate satellite radio
SLPlc~ <l1d revUl.l8 w~1 ~ at 32'% and 45% CAGR. from 2((8.2010, an:i!ong..term
EBlTQA margi.... wil reach the 35% level with capax/sales of 2-3%.

• Flvol1lbl, riskJrlwlrd. VVe beJieve thai: irtrinsically, 6j~ficart ~ida exists to clrn!ft
valUill:iorw fa bath stock... HOYo'ElVer, a wide rarge of potertlal otAcornee may yield a wide
range of stock prices, We model five scenarios for each cornpartf aoo the range of Olicomee
varies from 25,% ,downside to 155% up6ide potertial for Siri~, ani 25% dowr6ide to 23J%
lIp6ide potertial f,~ XM. V'k probability wejgted tt-ese scenarios to arrive at au- target prices.

• An ..rnings momlntum story. driven by secular growth. SLiJscriber growth, prici~, cl'un,
and C06t per groBl5 add (CPGA) are the key drivers of eamilV5 estimates. llis is nat a
vahalion story given the lack of support from traditionll valuati(ll metrics; 'Ale suggest catAion
in calling the bottcNTl for these stocks V'If1en more bad news is ahead, and vice versa In
attempting to c:aI the top.

• Outperform 011'1 Sirius. We believe carrirgs momer1un wi" be posftlve for the next 12 mort....
we expect Sirtl.a 10 beat both 2Cal gLida'"ce and 2OC6 ard 2007 CorunBLB estimates for
sLiJ6ctiber8 and reverue, because 'Ale believe Sirius 'NiH malrtain retail shale of gross adds In
the 55% raroe and upside exists in OEM. Ots 2CC6 estimates are 5% above guidance <rd 3%
above CQfll5eI"8I1.1S for net additiorw, and ~ above consensus for reverue. Ots 2f1J7 estimates
are 5% above c:omensla net additlOl1l. V'k be_e Siri... wi. an'lOl.rCe a price increa68 in
2007-20:8, wtlich woUd drive ftrlher JXl5itive earrings rromertLm,

• N,utr.1 on XM. 'vVe believe that earnings rromeril.nl will be regatlve in the short term. \I'\e
C)cpect XM to nlss its 2CQ) stA:l6criber gUdErce of 8.5 million, as weN as coraeneus estimates
for sWscribel'8 and feVef1.lE!: of 8.39 million and $W5 million in 2CQ), and 11.16 m0110n and
$1,325 rriUion in 2ID7. Oll 2COO estimates are 6% below consens... for net additla-. and 2%
below conserBl8 for revenue. Ots 2CD7 estimates are 3% bekPH consensus for net additknB
and 7% below c:onrensus for revenue. Over the long term we belle\le that XM is better
positioned than Sirius in the OEM chamel and wiN have greater eamingt potertial as the OEM
channel matlren Oe., 2015-2020). HaNeVer, we thnk it will take a iorger period of tIme for
XM's business rnodel to come togetrer and its eami~ power to emerge.

• Valultlon glp is justifi.d. We believe that a vallBtian premium for SirkJs is jU&tifled based on
an analysis of p~ \lI.b&cri:ler valual:lOf15. The lerrr. of XM's agreetT1er1 with GM are so
oner0U6 that we' estimate the GM stbictibers have an ircrerTleftal value (before 'Irdirecl
costs) of only $150 versus $&0-700 for a non-GM OEM slbscriber am $9:)).1,100 fa retail.

"CREDIT SUI SSE

. IMPORTANT DISCLOSURES,ANAL YST CERTIFICATKlNS AND INFORMATION ON TRADE ALERTS AND ANALYST MODEL
PORTFOLKlSARE IN THE DISCLOSURElPI'ENDIX. US Do;<areQal! 9.isoed:a """""boo b.S..... wth=-~ in
t1srESSCh~ /J6aresJt, iMS:t5 mid tleiWl"e thi lte Rrmmtjl"B.e aca1id: clirbest tEi mJdakt Il"ed::lEdivily rlltls~
htesttrs SuJd cxnicU IIisrep:rt cma1y al!irde kta inmi<irg ItQr 1n.eiJnrt cEci!ial. aanas ctOe1t ai!E intte Lhi!d sas13l
ravei~ thrd p:rty~(J'Jh~ aCXlT'prie& OOo'S"a::Ilntlis n:p;rt, ctro c:ai tJttBn, Wlnl Sld1re9E8"ChisaJailctja
o.sams l3la::as& thsj~ telfB",d1 iit'M\Waa:it-s.isae~rcrcalI1fJl7 :;B1 E3 a 0Tlil ~.resard"@ae:m-sW&!.arntJ
ra:t-£Ill aa:w db re&eHt:Il

Equitv Research

Philip Mulooni
Ruelfl.tl AnIIY!l
212~J8 7446"""--
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Satellite Radio Initiation

Investment Thesis and Key Issues
------+-

24.hJy 200i

Bullish on Secular Growth Outlook
VVE\ like the gl'CMth prospects for satellte radio and the Ior9'term economics of the

bU!iih1cu 1TlOdeJ. Tt-e satellite radkl irdustry, ....nch in the U.S. am Canada COIl6ista cny
of l'M) cOl'TpJliel, XM and SilillS, is still car1y in the grwlth stage, having oriy 11.6

million sub6clibera at the em of secord qI.SI1er 2CXR To date, the retail charnel has
drNcn the majortty of slb6cribcr ~h; hOYIeVer, we beUeve the aLiomobile OEM

cham~ will drive more gross adds ttwl lCl:a~ bcgrnng In 2fI1T. VVe estimate UBI abolJ
27% or rEW' nonneet vel1cles will have satellite radio systems factory installed in 2006,

~ 1'rom 17"4 in 2CXl5, and that ttiB will increase to 52% I:Pt 20:8 and to 74% by 2010.

By 2010, according to OU' estimate., satellite radio sltJscribera wiN reach 37 rrjllion in

the U.S, ana al'YUll satellite radio reverue wNI be $5.2 billion, ~ from an estimated

14.El m~~on subscrtlers am $1.5 billion revenue irI20Cll XM lWld Siu should tlm fIJI-
year EI:JITDA- ard free cash fbN-posrtive in 2C(B and generate combined al'YlUli free
cash fhw of $1.2 billion in 2010, a *>.93 per share ror XM ana $0.53 per share ror

Shil.B, by 0lI'" estimation. 8eycrd 2010, we believe ttEre will still be sigrlflcart growth,

with a '1:1% flVe-year reverue CAGR and 16% five-year free cash fbN CAGR. Otx

model I'arecasts 73 rrillion satellite radIO sliJacfiber8 by 202J at an average ARPU of
$13.70, with EBlTDA margins of 33% and capexJsales of 2%.

Exhibll f: SalelM. Rado Subscriber, R!!venue, Free Cash FIoW', and EBI'T'M Margin Forecast
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Satellite Radio Initlation 24Ju1y ~

XM (l\Jeutral): We Believe 2006 3nd 2007 Street Estimates Are Too High,
bu'! L()nger Term, There Is Upside from Current Levels
Thl" hill been a steady now of rogative news fa- XM over the past five I'TlOfihs, wt1ch

hall, driven a ffi% docline in XM's stock prICe ane Jal'll.ay 12. It started with lhe

COIlrJpany rris6irv its 2CJl) sl.tl&criber gudance and reporting a8trononical fouth

quart"" 2tX5 CPGA, and then cortir'l.Jed with Ill3'N8 of an FCC letter regardirv
noncompliance of XM 's radios with power emissions stantarda, an FTC investigation

into XM's marketing practices, disappoirtl'l;! first quarter subscribcfB, 10'v'Jered 2C03

subscnber gUdance by 500,CID, a ftll"ry of negative sclkKte osUl1lilIte revisions, and a
liJlMn.it alleging that XM' s CEO sad stock itT1J(Operly

Wltle ;1 lot of bad news IS currently reflected In the stock pnce and it looks attractive to

ue basl~ on OCF arBlysia, we believe that risk stIR exists to 2COS and 2fIJ7 corwensua

cshnatea and 2CXl:) gudance, which makes us more calAiouI near term. VVhite the
stoc'k rnay appear washed 0Li, it IS a stock with no valuation support; therefore,
(lamings momarlLm ;8 the key driver of valuation VVe recomnend investcn wail LI1il

estimates COl11El 00M1 fLl1hef befcre buyi'l;! the stock. IIIJe believe tta XM 'Wilt fa. short

of ',ba 8.S-million subscnber guidance fOl20C6; OU" 8.25 million estirrlate is near the low
end of the COlller.UI range.

We IJCk.'"Vo that XM's blJsinese model can create slgrincart shareholder value. In fact,
with prclpel' execliion, XU stl:lUd rave greater Iorv4erm earrings pavver than Siri18

owing t,1) itss~ positioring in the OEM distnb.iion cl'lanne'. XM's OEM partners

had a 58% shall! of U.S. alio sales in 2005 versus 41% for Sil'118, ard Credll: SLisse's

aliOlT1otive sector analyst. Cms Cera80, expects XM's OEM partneJ1l to gain share in

aggn:!gate at the expense of SinlA ' partners.

HOIMNer, we expect it wrtl take longer for XM's business~ to generatec~

eamil'9i to that of SiriLS owing 10 (1) lhe challenging economics of XM's GM

agl'el:lfl1E~, (2) SifiL6' coornilmeri 10 a price increase in the I1eiI" flAu-e (verslB XM's

reluel:an~e to raise price), and (3) XM's higher dun rate, wIlch i8 due mostly to the

higher proportion of OEM customers corT'4Bed with reta~.

SiriLs (Outperform): Solid Management Execution, Beatable Street
EstllTlates, and Better MedIum-Term Earnings Power versus XM

Sirius stock pice has sLtfered in sympatlTy' with XM's over the past several morttw; the

stock is down 45°"" since its 2C05 high on January 3. This has created a buying

opporh.nty because, despite XM's problernli, Sirius has consistertly deNvered realMt

ard we be(Ieve it is poised to beat ful-year 2006 estimates and its guidance for 6.2

million SI.iJ6criber8 by the en::! of 2OC6. VVe reiterate that earrings momertLm is the key
driver of valuations for both Sirit.tl and XM, not multiples of 2010 cash flO'N or other

relative valuation metrics.

lnvestonl should OINO Siri... over the next year for tt-e following key reasone.lcatalyst s'

(1) maragetneri is execliing on the business plan; (2) SiriUB i81ike/y to exceed Street

estimntes~ for 2CC6 and 2007; (3) managemert has signaled it will raise prices in the

fliLre, wl'1lCh we beheve will be WIthin the next tVv'O yea~; and (4) the resokiion of the

disPli'~ ~lIth tre RIM (RecOfdInd Industry Association of America) aver rT'lJ&ic royalties

st1ol.Aol remove an overtlanQ that has weighed on both stocks.

dO: 803164
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Sate"ite Radio Initiation 24 July :xn;

Palt 01' Sirius ' su=ccss this year has been attnbtAabfe 10 a share sri" In reta~ gross addt.

from XM to Sinus. VVe estimate lhat SlfT~ capttred 58% of retilll gross adds in the first

qUilrtCf and:6% in the secon:! quarter, VL'rSU6 39% in the first half of 2IX6, Part of Itis
IS attntlliable 10 lhe lalIlCh of Howard Slern's shcrN in JarulfY, wtich TTTaffy View as a

lemporcwy phenomeron. However. 'Ne ClXrer1/y see no evidence that 6hare is shiftillJ

back hMlard XM and Vv'Il believe that SirilMJ can St..6tain retaiJ share of Qf06s adds in the
low· to mid-50"'" range for the foreseeable ftille. Tns stDuld be ttl! case particuarly in

lhe third qLartcr, when Sirius h:ts the opponurJty to promote around its exclLli,ve NFL

P'OSllanmng. NASCAR wiJl rrovc from XM to Sirius in 2007, wtich shoUd flXt'hcr
support Si,U.. ' retail share position.

SiMLII "' at a long-term dlsadvartage relatl\le to XM in the OEM charrel, as \VB Olilined.

W in OU' estimation this advartage witl rot lead tos~ eamirva power for XM U"Itil

2010. Of cotne, a 101 Wil inevitably change between now and then. Sim. has a shorter

path to profitability than XM am stronger free cash flow generation between now am
201E1. )l'M hal a longer grtmth period though and aftq- 2018 (based on the existing

OEM cortracts), XM INlII have Ilgher free ca5h flow 'IElner.ation than Sim...

A V.aluation Gap Is Justified Given Differences between the Va lue of XM
and SlrIus'Subscriber Bases; Quality of SubscribersIR evenue Counts;
Vallie ofGM Subscribers Should Be Severely Discounted
SlriUIlO' consolidated cnl:erprise value IS $6 billion YerS18 XM's at $4 billion. IM1iIe ths

gap :should nanow 10I"'gel" term, we believe that a vallJation prerrium is j...tified fOf Sirit..s

over the· next few years based on an analysis of the vatue of XM and SirkJl' sLtMscriber

basel'. lIVe estImate the incremertal value of SiriUl' year-end ~ subscriber base to

be atlOlt $5.9 bilion VefSUB XM's at $5.6 binion, HO'Ne\Ier, Vv'Il forecast this S300 milion

gap to widen to $1. 7 b~ion by ycw-end 2:l»3 and $2.4 bilm in 2010, rougtiy equal to

the $1.8 bilion valuation gap today. et 2014, Vv'Il estimate XM's slbscriber base will be
worth $'300 mdlion more than SirilMJ " ltu. 8~j"" OU" thesis thai: the long-term

camrlg8 pc:lINef of XM is greater than tt&t of Sirh... The average in:remerial value of a
Sirius customer is worth more than tt&t of XM becalBe of its (1) lower re\len.e stwe

(due to XM's onerous agreemert with GM); (2) higher ARPIJ (based on clear sipls
from Sirius UBI: it Will ra'lse price 'In cortrast to XM's rell.Ctance (which is lIlderstandab' e

given Its lose of retail srare); and (3) lower clun (due to tower self-pay ctun and lo.ver

OEM chclmel exposL.re).

Many aq;lle that the valuation gap shXld be the ether way arot.nd, with XM havirg a
higher enterprise value tlv1 Siri18 owing to XM's larger sub6criber and reverue base.

However, this logic does not take irto accOll't the quality of subscriberslr BVen.te, wtich

can bi~ measlftd by caicUatWlg the valle of an incremertal slJ)scriber for each type of
sWscriber, each of whch has its own lrique economics. !he tarQElllt h:>Ie in thi.
argum2r1 relates to XM's GM sl.bscribenl, which we estimate have an inc:remertal

value equfvalert 10 cny 15% of the value of a ,etcil sLbscriher. If we eJlcltXfe the GM

sOOscribel's from XM's customer coLri due to their marginal value, SinU6 woulcl be

larger tran XM by the end of this year by aboLi OO,CXXl customers, a gap that we
forecali.t to widen to 2 7 million by 2010, after which time we expect XM to start catching
up because of its more favorable OEM position.

,10: 803164

4

EDjn~t @ 2004 - 2008 Atphallt. P3ge 4 af 58

CRWIT SUISS~

XM-S-0001697

XME-008-00002764



Satellite Radio Initiation
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Wea,kness in GM Sales to Be Positive for XM and Sirius Once the Other
OEMs Are Fully Ramped
InveE~ors have always viC'Ned GM sales vveaknesc as negative for XM, bl..t they 6hJtjd

view GM sales weakocss as positive for both XM arlt Sirius becalR c:n;e all the OEMs
are LiP arlt IUYlirg w;th their factory Install programs, a cU8tomer that isnl bltt1rg from

G M will be bt.ylng another make ttut carries much more favorable econxnics to satellde

radio operatOfB. We believe that the best tn'll that could happen to XM wcUd be for

more and more GM customel1l to switch to Honda, Nissan, and Toyota. Hypothetically,

if GM sales wert to zero tomorrow, even if Ford and Ctwysler (both Siri... partners)

picked up half of the volume it l,oV()tjd stid be a large net positive for XM becaUle the
other half WOI,jd go to XM's partl"lln and these slbscribers 'MllAd hilve 45 tunes tre
value of a GM subscriber.

WN Sint..15' ·Push' StrategyChange tie Garre and Take Away XMs OEM
DistributionAdvanta ge--How Securels XMs ExciusivERelationsh ipwith Toyota?
Siriue does crYov a cortcrt advartage over XM, in OU' opinion. XM has good certert

and certairiy some CorBUT'lel'$ even prefer XM over Sirius, particliarly hard core

baseba' aoo hockey fars, HONeVer, with Sirius having the !"NO sports with the la-gest

US, f,an bases -NFL and NASCAR -one has to give the advartage to Sin... when it

COmel!1 tel sports. Vl.4th t~k rado, tnwever, the only significart difference in 0lI' minds IS

that Sirius has HatNard stem aoo XM has Opie & P1thony -again, an advartage to

Sirius (by a wide margin). Both compaJ"leS have a wide <¥Tay of IT1U&IC cl"ar'lneII an::!
both havE~ Virtually the same news line-up.

ln the retail marketplace, where COl'16Lml!r8 have a choice of providers, there is clea1y,

on ave'rage, a preference for Sinus, based on Sirius' retail STOSs add share in the~
:iQOA. range. If customel'8 begin to demonstrate incividual preferences for one service

over the other an:f that prefererl::e becomes a factor in tt'eir aliomobOe puchase
decisiCirB, it is logical 10 asSlrlle thai Toyota may retlink its exclusive factory instal
relationship With XM, 0( at least make it painess for Cll!ltCJl'T1er9 to have Siri18 instaUed

as a dealE.,. or port option. vvtIy do we sirgle ott Toyota? Unike the other OEMe, Toyota

offers Sinus as a port and dealer-installed option today, aoo Toyota has designed tt'is

IrterchimgeablN Iy irto its vehcles by equipping lhem WIth dual-mode artemas aoo

,tD- 803164
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Satellite Radio Initiation

he,iId ris. Only the lilt located In the tl1.lri< needs 10 be changed in order to switch the

vcllic.~ h'om XM to Siri~. Toyota is the fol.tth largest seller of all:0fT'lCbi1es in the U ,5.
and Credit SlMs8e Lostimates it 'Nil be I1l.JTlber 2 Wll00 five years. If half of Toyota

volllT1l~ were to go to SiriLa (Ner time, XM' 8 OEM stwe adYartage would be greatly

dinlrWihed. XM's share wwd stiD be ii bit hgher in the aU: yealli based on (U forecast

for Nitisan and Honda 10 gain share at the exper8e of GM, Ford, and Chysler.

FCC FM Modulator Issue Remains
XM and SiMLa both received notification from the FCC-eilher directly or througf1
malvolCtLrenl of their eqUpmert -that FM modUators on several plug and play models

were not in compliance with FCC power emissiora standardJ. We expect this issue to
be l'es<lIved in the near flilJ"e with no negative i~ on Sirius' abiHty to add customers

and sc:me i~ on XM, althc:uJ"l we befteve tis XM's second quarter retail weakness
Walli ClllL8ed by tTIOf8 than just lhe lllOdUator problem, Siril. expeOerced minimal

impEICt to invertorlea dLring the second quarter and in the ttird quarter tlu far.

ThiEl remains an open issue for bcih CCJrrl)Snie8 and lItll the FCC certifies that the

cqlipmeri meets FCC gUdel!res it represerts a risk to near-term subscriber growth,

bU: more so for XM than for Siri....

Valualion
aLI" t<lrget prices of $17 for XM and $6 for Sirius repre&eri: abotJ 5Q'A,~ to

currert market value. We derived 0lI target prices by rrodeIirg five scenarios:

diucosting those sceJBrio& using a OCF model with a 10,5% weigtted average cost

of capital (WACe), an explicit forecast Itrough 2020, an::I (JIJA, growth thereafter irto

perpdluity; and then probability wei,*,,*irlJ each scenario.

ValUil.ioI"8 for XM ard Silila look Ilgh by convertional vah.alien metrics based on Olr

2OC62(X8 estimates. However, t~ price/free cash flow' rnJtlplee begin to look more

re<lSonabie on OU' 2lXJ3 estimates at 33 times for XM and 10 times for Sirius.

I/Vf.~ et:;itimate peak value creation years for Sirius 'Nill be 2CC6-2O:9 and for XM 2DJ7

20'14 based on OU' sub6criber valuation analysis.

Ecol1omics-Long-Term After-Tax FCF Margins of22%

VVe believe the blBinesa model ....... generate :ti% EBiTOA marglrs in the long term;

however, the lI'lli3rtyillJ eamirgs power of the modet is cwerily belrg masked by

subsl:nber acqlisition costs (SAC) as a resul of the very hil;j1 rate of stbsc:liber gro.vIh,

and I'ixed pIOgrarmlirg, as well as irdirect marketing costs. fJ'4 the reven.e base !J'OWS
over t~ next ffM years, SPC and prograrrming wi. decline as a pert:ertage of revenue,

leading 10 rTWgin expansion.

The business is not capitaJ-intensiv e. VVe estimate steady-state capex/salee ratlo8 w~1

be in the 2-3% rarge. (This represerts the average: II w~ be I"igher in some yea1li and
lower in ot!lenJ depending on the exact timing of investmerts in new satellites.)

Uke rnost sLbscription-ba8 ed bLBinesa models, tre economics are higtiy sensitive to

ARPU and chll'n rate ExtlMs 3 and 4 demonstrate tre sensitivity of these two key

I/ariables orl free cash flow generatIOn. VVe lISe 2010 because it rep-esents a more

steadlf-5tate period as opposed to the next two to three years

XJID: 803164
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Ril.k:s to Our Forecast and Target Prices
R:de of COf'&lITIef adoption. Satellite radio is a relatively irTrnatlft service. If
COl16Lmer demand 18 lower than we forecast, it coLKI drive IoY.er gl'06B addis, higher
chlm, arkl lower OEM conversion rates, al of which I/I«M.id resut in lONer earrirvs

forecasts arkl target prices.

1rr.:ltiollBl cOlll'dlTlorVhgh CPGA and chlln. If XM and sn. decide toc~e very

aQ'bJrerssively and drive up CPGA, this woUd defay profitability am a JONefing of OIS
calrningt forecast and target prices.

Escaliilling programrring costa. VVhile programrrirg costs are fixed costa, when
c0l1racta expire there 18 a risk that (1) XM and SinLa bkt l4) tre pnce of exclusive

corieri such as the NFL or trat (2) XM and Sirius have to increase paymeri for

nonexclusl\ie coriert.

'. MlJsic royany p:lyt11efts ircreasil"9. XM and SiritJi pay royalties to orgarizatlors
represerting musical artists, The~ paid LI1der the existing contracts is

equrvalert to 6-7% of reverue, XM and Sirius' cotiracts with tre RIM, the largest of

these orgarizatiClrlS, expire at t/"e end of 2I:XB. They ha\ie not been able to come to

an '9l~ 'Nith the RIM on a new coriract and, as a res...., the malter is

ex!=ected to go to arbitration this slITlmer. OIS ba&e-ocase forecast asSlIT'IeS that 7% of
rCV(mJe is the new royalty rate. If the actual rate goes higher than 7%, earrings WOlld

be ljriv,en lower

Technological substilLtlon If another service delivered over a differeri type of

netl'tOO(. su:h as a terrestrial wireless network. were to erter the pay-radio rnaket.

IC1v\/I~ ~>atelrie radio SUbSCribers, lONer ARPU, arkl, therefore. lower eanl'lJl cn::I

target prices for XM and Sirius colJd result

HD radio. Terrestrial radio operatOfS l"Bve beg..., to offer HD (high definition) radio.

whieh alloNs them 10 offer more charrels an:! hgher fidelity, If this effort maket

COl1l~lIT1er!) more satisfied WIth terrestrial radio, lower demand for sateWlte radio

cOtJd n~.
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Satellite Radio Initiation

Hiistorical Stock Performance
--------t-.

24 July /COO

SirilB, and XM lItil recertly, have Oltptrltxmed the S&P~ over the last throe yearw,

as ~ihown in ExHbit 4. XM has lXlderperlOllTEd year to date by 5,OCD basis poirts ard

SirilB by 3,700 basi. poirtl.

The scl-off in both stocks was driven by InvestOlll' corcems over the economics of

the bu&iness model, CalBLmer demand tor satellite radio, and potertially irrational

competitive behavior betWeen XM;nj SlriuB More specifically, concert"8 include

(1) ~llOYling retail demand for the product. (2) CPGA levell. (3) declillll"g OEM

corwen:1Ol1 rates and increa81l"1Q dun, (4) increasing l'l'LS1C roya.y paymerts, and

(5) flonc:orrllhance with FCC rUes regarding emission standards for the FM ~ators

useel '" XM and Siri~' eqlipmeri. Other concerns inclUde, company-specific issues

reIat,ed to an FTC investigotion irto XM's marketing practices. the resignation of a board

membe.. over /'is differences with managemert on cost managemeri, and a lawsuit filed

against XM's CEO alleging improper sales of hie XM stock.

Ex"" 4: TIne-Year Stock Petformanc,. versus the SaP 500
.=-.c.c:....::.::.:....:.:"--------------c~

Itlduod "1f'D
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Satellite RadIO Initiation

Industry Overview-------t---.

24July 2alI

Industry Structure Allows for Growth and Strong Returns
rhe u. S satellite radio tndU&try IS a dwpoty comprised ct Siril.8 Satellite Radio and XM

Sah:llitl! Radio. Both compani8& also have cqUty investmerts in affiliates thill: recer1!y

bcq;1n offenng sCJVice In Carnda. Risk of ertry by new satelRte r.do operatcn is

mirirnall due to the lenj;th ot tirm and the irntestmerl: reqtjred 10 acquire spectnm

lIccnsell (a'so, no spectrun 16 available at this time ter a new crtrart), blild and IalflCh

satcllites, develop chipsets, establish distribtJ:ion agrecmert8, and wid/buy

prograrrllnng capabilities, However, there is some risk that slbstitlie corter1 delivery

method,s emerge, creating more compc1it1on IN'lIin the sector. PoIenial tlYeats include

(1) I.ri:efnet radio delIVered to portable 'Niroless coml'TUlication devices such as cell

phor1es, (2) HO terrestlial radio, v.-tlich the terrestrial radio companieS have /:legl.I'l to

deploy, (3) terrestrial wireless-.based services Lt~iZing new tecl1"tologis such ..

MediaFLO or OVa-H, and (4) sl.i>$titLiion from dowrloaded carten onto MP3 players.

Satellite ladio is well positioned venn.. these potertlal ttreate, in OU" oprion, becal..S8
the ~iatemte radio companies cllJ'efily have all of the i"1JOrtari COh~ lei ta at the
rnodE~ in place: spectn.m Jicen&88, rctwork infrastn.ctLre, equprner1 production, OEM

and l'etail distribtJ:ion, and contertlprograrrm irg. Satetrlte radio also hal no legacy

buslneseo interests to protect (Lnike terrestrial radio). Nore of these poteriial slb>titLtes

is roc!dy to canpcte with satellte racJo today; the oriy service that actually irtenda to

comJ:ete read--to-head with saellite radio is HD terrestrial melia. Med\aFlO and DVB-H

w~1 mos1: likely be used tor video delivery rather ttun at-dlo. MP3 playertl certair1y

compete tor listening time, bli sigritlcal'i rooms exists for both types of media

cClr8lrnptiCll to coexist, partlClAarty in He car. Jrtemet radio i8 irtereatfng, bU there Is
no pnlCh:a1 way for COllStmel'1I to listen to it wtile~ trom their cornplJers and

certairiy not while in thefr caJ8.

HD Fladio A DefenSive Strategy WItl1 No Business Model and VirtlJally
No OEM Distribution

TCtretltrial radio operators have begl.l'l to offer HO dIgtaI radio, el"llbllng AM ard FM

radio stations to broadcast progralTB digitalfy ttrough new tectJl:lk)giee, HD radIO

affordl! tl~rrestnal operators tvvu primary benefits: (1) HD allOIN8 traditional radio

comP;:lrlies to otter more channel8~ and (2) the channels sOll'ld better (i.e.,~

fidelitY), \lVe are not convinced, haNever tl'd the new service wiN drive SignirlCart

revera.188 or profita tor radio cOlT1>a~. In short, we are not contidert that HD

represoent:s a substartial business opportl..l1lty for the terrestrial radio operalota. In 011

opiriorl, HO is a defense mechanism beirg employed by traditional radio DpefiI10rs

against the satellite radio companee.

In 0lI' view, the irK:remental revEnel tt'llt HD radio rray provide will corne primarily

trom adv4i:irtislng. A subscription revenue model has been mentioned as a pD6sibility, bU

we firet ttlis revertJe stream higliy lA1ikely to gain traction.

To dati!, approximately 700 stations have l41Qraded their signals to HO, bli the HO

Radio AJlilince, which consists at the nation's largest terrestrial radio operators, is

focused on accelerating the rolloli. The lotal nt.mber of HO stations could amcui to

,10 803164
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Satellite Radio InITIation 24 Jul y 2(l))

we'" 1,CXX1 by the elltl of 2CD3. In addition, lhe HD Radio Mance has agreed to IU1

con11Tl1n-ctal-free HD stations for lhe next 18 fTIIJI1"', wtJle spending at least $200

milVon to promote the new SCfVlce.

The, terrestrial lCIdio comparjea are attemptiIYJ to obIail OEM clistribl1:ion today, bl.A tor
the most part, we thiri< they are five yeats~ hom real'12~ ttis. The one exception is
BMW; we expect some BMW modcls to offer HD radio in 2007

We Ulric: cortert 'Nill cortinue to be a diffenrtlator for satellite radio, sirx:e it is cblJJtnj
thai HO radio goes beyond musIC. AJso, if HD radio at some poiri adds commercialll to

its r'lt.8lC statiora, there WIll be an even g'eater diSUnctjOl1 bet'Neen terrestrial HD am

satellite- radio, as satellite radio's rT1I..5ic chamels are commercial-free.

It's All about the Car
The draw of satellite radio for the majOrIty of corsLmef!l, is an:l' 'Nill cortinue to be for

use while drivirg, in OU' Opir1on. Ot/'-er uses-wearable, at home. or at 'NOrk-wi1 be

peripheral. The car is the only place, In CltJ'" View, thai is reaeorebty IrBuated from

substitution l7; other prodl..l:ts, sl..I:h as portable media playeF8 and streaming caten.

V'''''ldl! a CO~lnler can, for exal'l"lPle. use an lPOD to play "....ic in the car if one

chooBell_, we believe tt'st demand for satellite radio will corijn.Je to be strong when the
eqtipmef'i is factory installed in caF8 and offers a variety of ml,M,ic, sports, news, and

othef' ertertailYTlefi chamel8. XM and Sirius also have the abinty to tie slbscriplicn to

navi'lation arel traffic;: services that are also factory installed. Noie that the sLbs<:nption

pnce for sateMite radio is relatively inexpensive at ~12.95 per morih (abolt the cost of

three lattes from Starbu;:ks. or a JJzza).

XM now offers irtegrated hanch!ld radiolMPJ players that are capable of receiving live

radio signals and recordirg live corteri on the device. Sir"U also offers a handheld

model wtth recordlrV capabilities. bLt it does rnt receive live signals; however, VIle

exped Sirius to Iatn:h a live hard"leld'MP3 model in the late slIllmer or early faU. XM

and Siri~' handheld pltldLCts are exciting, blJ given the level of competition in the MP3

marlwt <lInd Apple's dominance, INC are caliloue wth respect to inclll:lirg slgnificari

harelheld sales in 0lJ' forecast. VVe also belkNe that the potertial for harelhelds Ie
limited tJf reception problems because satellite radio reqlkee line-ot-sigtt with satelitea

or tenest rial repeatens.

SatellitE~ Radio Has the Abjljtyto Partner with Other Service/Application
Provl'ders; Will We Ever See a PartnerShip with Apple?
Satell~te radio is positlonec:l 10 poIertial~ protit from cooperating with other

servicl~al)Jiicat ion providers ant MP3 player prodl.cers It is very possible that we will

see satellite radlo dips embedded in other portable devices. sLCh as cell phones arel

MP3 players, making the service available on those devices as wen. The cost of

acquring these customers woUd be less arel, therefore, even with a revtnJe share to

the partl"lE!f". these customers coUd be equally profitable. \I\lhy partner v.1th satellite

radiO? Because satellite radio has already made the investmerts in bt.ikIing their
cortenl portfolios, which we believe the wll"eless operators and MP3 rnarufactl.rers

woUcl rJJt wart 10 do on their (M'fl-rot to mertion that satellite radio has excllJ6Ne

dO: 803164
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Satellite Radio Initiation

rigt1ts to certain corter" making the cOfiert difficlJl to replicate. Ftrthermore, satellite

nct1MJrks ..e very efficieli for broadcillll ~, which woUd allow the wirefes,

operattlfS to reserve their terrestrial spectrun for data and video appIicati0r8.

A dl:r.ll with Apple woUd, obviaJBly, be a Ir~ opportLrity for Siri... or XM if they

coola reach an agrccJI'leI1. n-c prlrT&ry irx:crtive for ,b,pplo to crier irto a partnership to
Irx:lude SiriLB' 0( XM's chip! WOlAd be the opportlriy to add another generation/line of

IPOD Another motivation for Apple VW)ljd be in the case that the handhekt radb'MP3

players are 'Nildly suecessfu and appear to be in a position to gain share at Apple's

cllpl~e; by partncring, .t\pple cotid mairCain more market share. However, a

partlilenlhip betVlleen ~Ie and Sirit..e or XM cOlid canpllcate Apple 's relationships

with thl! music recording Irnustry, which today earre substart~ relIeIll.JeI from iTt.rle8
music ltownoada.

It Af:lPle were to offer a rado.'MP3 player capable of 19Cording Gangl directly from

satenlte radio, the music lI"ldustry """OUd see 1m aa a direct threat to download
reverlJel. m. diaplJ:8 ie ideriical to the one that the music ind...try iI cllTerily having

with satellite racio over ita radios with recoo:lirlJ capabilltlea. A di&agleelilert WIth the

mlAlic il'l:h.atry cOlat be avoided, however, by rQ including the capability to reccrd

satellite radIO teeds in the ,POD device. ~ thirlc: a satellite raIo iPOD W<XAd be a

viable product if it~ the ability to receive the radto teed and play MP3 files, even

withotA the abiliy to record broadcast.. Credit SLisse analyst Rob Semple believes that

ApJ*~ nigtt be open to su::h a relationstip with a satellite radIO operator, provided that
Applt! n!CeivES the chips at no cost and receives a subsidy

Satellite Radio Business Model
The :satl~l~te radio businen model is sim~ar to tlW of cable television and direcHo

hornEt (DTH) satellite operators in that it is a network~ba&ed sLilecription cOfiert

distril)Lj~on rrodeI. T~ key l;Qiness model drivers are {Jt)SI addilicJr8, ctun, average
reverue per U6er (ARPU), sut6criber acqlisitlon costs (SAC), and grou margin (wneh
IncllXle 1;>rOQI'iIITlmlI"Q costs an::! revenue share).

Distribution
Satellite radio equipmerC s sold through two majOl'" chal"ll'els:

OEM (altomobile manufactllel'S).

2. I~et:ail (in:ludes l/'ird-party retail oLilets and drect web sales).

Once a t:LBtomer plI'Chases the equpmert, the sli:l8cription is activated by phJne or

over the \/'\lab and, in most cases, the cost fO( several Il'lOl'1hs of service Is prepaid with

a creelit card, (Ttl! average is nne.) The service is priced at a flat rate of $12,95 per
marth, ,",lith clscClU"'ts given for elltended prepaid slbscription periods, Every radio unit
requims rts avvn subscription to satellite radio service. Each sl.i:lscription cOll1. as one

subscnber, even if the same individlJiii has more than one slbscnptlon. XM and srius

both offer ~family stJ;lscriptKn, ., wtlen!by elIlSting customefS can add additional

sub&c11ptions to an accoui: for $6.99 apiece. (Sirius allows three additional

sub6cl1ptions, XM allows foU" per acCOlQ.)

<:10 803164
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Programming
Cartent, or ~ming, consists cI rmre than 150 chillmefs of music, neIN8, sports,

talk" ccmedy, kids programl, traffIC, and 'Neather. Progra1lTllilg is a corrbirBtion of

(1) irtemaly produced stations (e.g., music), (2) lhird-party produ::ed chal"ll"88 thai in

sOfTIe c:a&eS are silTl)ly the aLdio feeds of a television broadcast (e.g., CNOC) ard in

othE!f cases are terrestrial radio broadcasts (e.g., B100rrberg Radio), an:! (3) irtemaly

produ::ed contert sllT'Ot.l1ding a core evert or taleri (e.g., Major League Ba6eba11, NFL

tt-e II\brId C~, Howard Stem, Oprah Wnfrey). XM and Slril8 also make royaly
payrnerts to organizatiOl'lB rcprcseriing rrusical artists, the largest of wtich is the RIM,

as c~nsation for use of music In satellite radio broadcasts.

The key differences in the programming lineupe at XM an:! Sirius are th3t Siri~ has
Howard Stem, lhe NFL an:t wil have NASCAR (begmng in 2(07) on an exclusive

basin, while XM has Maier League Baseball and the NHL on an exc"'ive basis. Both

have arl extereive list of music eha,..... and have similar l~ for national news. XM

also hall an exclusive Oprah Wnfrey chamel, which cOlJd prove 10 be a c1fferertiator

Wittllr'l tile female demograpI'ic.

NeM.<>rk
XM alnd Slril.. each have 12,5 MHz of spectrum in the 2,320-2345 GHz frequen::y

ra'lfE~ (S-band), which is used to broadcast their services to ClIItomera. They each have

an aclditioral 12.5 MHz of spectnm that is used for uplink O.e" transmittlrll corten: ~

to thE~ silieUites).

XM "~Ulre& too satellites 10 broadc..t it. prograrming and cllTert~ has ttnle
satellitelil in orbit: XMw 1, 2. anj 3. XM 1 and 2 have experierced "anomalies, " wnch

shortl~d their expected LBefu livE!8 to first quarter 2OCS. XM-3 was lau-ched in

February 2I:n) as a ~emeri; XM4 is schedtAed 10 be IaUlChed in tte second half

of ;;:0;)6 ;:t6 the seconj replacemeri satellite. XM-5 is schedlied to be cOfT1)leted in 2ClJ7

and will :~erve as a SJ'<XI1d spare.

SirilM reqlXee tlTee elliptical satellites to deliver its service anet cLnertIy has three In

OI'bl, pita one gfOlSlj spare. SirilM recert~ signed a cortract to bLild anet laU"ICh a

geost;;ltioray satellite, 'Nhich is scheduled to be lall'lChed in fOlWlh quarter 2CD3, in

order to improve reception quality.

Both <:ornpaniee also have a netVloOl'k at terrestrial repeatets, v.neh provide a si!1'la1 to

areas tl1crf are net in Iire-o(-si~ with a satellite OWI~ to topography, buildings, or other
obstructions. XM has aboU OCD repeaters while SirilAi has abolJ 140. We believe thillt
Sirius OO!8 not require as extensive a repealer 1lEi'NOl'k as XM because Sirilll' satellites

are at a ~.teeper look angle anet can, therefore, deliver signals to customers with lese
topograpNcal irterferen:e than XM's.

clD' 803164
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Satellite Radio Initiation

Industry Forecast
-------~.

24JulV 2lDl

Subscriber Growth
fh:n were 11.6 millen satellite radio sLi)scribenl: at the end orthe second ~er, 65%

more than a year ago, VIle project this to increase to 26 rriUion by 2CXB, 37 million by

20110, and 63 mr/Iion by 2015. As depicted in Exhibit 5, 'oNe project Sirius wil add more

riel 5ub6cribenl lhan XM in 2OC6-2();S based on better performance in the retail sales

chall'n~ and 3 Qreatcr pcrcortage of gr065 adds corwertlfll irto net adds, rather Hun
bcilll used 10 replace cluncd sLtlscribcrs. However, we estimate XM will lION taster

thalr'l Siri... bcgrnirv in 2011 as a realM of XM having greater share of the OEM

charnel and 0lI' expectatIon that XM's OEM partrers in agwegate gain market shale

wh,1e SiriUB' partnens lose share.

ExtU 5: Salelle Raclo Industry Subscriber Forecast

L..

Market Share Shifting to Sinus in the Near Term
Market share is cl.lrert.... split 00/40 in favor of XM, bli share Is sntting to\N8rd S1riu1

due 'to (1) higher share of retail groq additiore going to Sirius versus XM, (2) )(M'.

larger sN.bscriber base, mch means that Sirila needs fewer grou adds 10 service
ChuTl, and (3) Siri... is begimng to ra~ its OEM chamet We forecast market share to

cortinue to shft toward Sirius tlTwgh 2010, bIJ: then to swing back toward XM based
on its, grlaater share of the OEM chaf"net.

x:ID 803164
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Exhibit 6: Sate'le Raclo Industry Mlrtl:et Shant
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Pu"h versus Pull: XM and Sirius Play to Their Strengths
XM has seclXE!d a sl4>efiOl' po6rtial over Sifi~ In the OEM chamel, having reached
lorg4errn factory inetallatlon agreemortll with alAo mal'1JfaCtl..fer8 represeriing 5B% of

U,S. alio lXlit sales (baaed on 2005 saIee). Not any does XM have a better OEM share

poaitilon today, /xi: its OEM partners in aggregate stnJkI increase their mart<et share in

the U:Lle, while Sirius' partlllm lose share. SiI1lJl' OEM factory instalatlen partrera

have 41% market share today

For Siriue, the OEM share disparity mearlI thai: it must strive to offer better cariert in

order to p(J1 demand Itrough the retail ctBmeI and potertially encouage an OEM to

switch from XM to Sirh.-, a1d moiivate XM OEM custOOlel'1l to slNilch from XM to Siria.e

by ptJrchasing an addilionaJ piece of equipr1'llHi. otherwise, SiriUl wil have to accepI a

lONer long-term market share POSition, which WDlJd pti It at a dsadvariage to XM in
regotiabllg cxcksive cortert rigtt8, parlneting with other infusllieelcompa riels, ard

carieri ;nld e<J.iplTleCt pricing.

Having Oill better corteri offering than XM is at the heart of Sirius' strategy, XM doean 't
have to beat Siriue In corteri: given its better OEM position, blA XM does need to

erlSlSl" that the perceived gap bet\wen ita corteR and that of Sirius doesn't becOlT'le too
wide, Otherwise, in the fttlJe XM woUd risk losing sigmicari retail share, experience

higher OEM etun, am potertially Io&e OEM partners, Wth an estimated 5fW45 sp'it 01

retail gross adds currertly, we believe the gap between XM's and Sirius' corteR is not
that grean today, bl1 II: does favor SiriUl. This may be exacerbated by Sirius' marketing
al"OUl:l the NFL in the third quarter and NASCAR moviB1 from XM to Sirius in 200T, bli
thi& should be somewhat offset by Oprah \Mnfrey's chama! la\XK;hing in the tall on >eM,

Extlbil: 7 breaks down OU' slbscliber forecast tlTough 2015 irio retan ard OEM

slilsclibers for XM and Sirius, The chart illl.strates the ramp in the OEM chamel, wtich

is only In its Yel)' earty stages today, and also shcms ot.r forecast tor matlXity or the

retal c:halrT'lel by 2012 as a resl.it of the OEM inetalatlon rate reaching an estimated

86% Cif rll~ aliomobiles. The OEM forecast inclLt:les custOtnerB with preowred cars

that hElve satellite radio factory installed in their yehicles,

",10 803164
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Exhlbll 7- OEM and Reta' Subscribers, 2005-2015E

T01<111 SubscfitMrs byChanntl (lMSR vaS,,,,)
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New: OEM Inclldil5 the~ ,ilto r;:"i¥1fl8I

Soon. COITlDnv Oatil, Cradll SUIsse eslilTBlB5

Reltail Has Been the Primary Driver of Growth, but OEM
Will Drive More Growth than Retail Beginning in 2008
Extitll B depicts retail and OEM net adds for the industry, In 2CD5, retail/drect sales

drOVEl two-thirda of slilscnber growth, while OEM drove one-ttird. VVe forecast tlia
relah:H1Ship to nearly i"",ert by 2CU:l as satellite radio becomes standard equipmert on

an in;reclSlng l'UTlber of vehcle&. (VVe berleve it will reach 9QO.4 of nontleet velielee by

2013.) The Iogtciii reslil: of rull satellite radio availability in new Carl is a decline in the

runter of retail \;11'08& additiorB given thlt most retail slbicriber& are using the service

pnmarily for the car, Wlile the new~d produ:;ts that irtegrate satelrte raalO with

MP3 paVer fLrlCtionaiity are exciting, portable radio liatering is a very small percertage

of totaJ radio li6tEring, at least based on the terrestrial radio experience. Therefore,

lIlIe&ii satellite radio's handhekta actLlaIly change listering patten-. dramatically or the

Irtegratioo of MPJ players makes them that much mae attractive for corst.merS, once

there is 1'1II1 availability in reN alianobiles feHer'e~ wiN buf tl'Tol..l(;1 retail.
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Exhibl 8: Retal, OEM, and Preowt'l@d Aulo Net AddUonI

Sittlitt Radio Industry RlIaiI, OEM. &~ AuoNttAddl
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Shift toward the OEM Channel Will Favor XM
XM l'1as exclusl....e factay lnstall rdafiorllhips with GM, HondaIAclJ'a, NissarVlnflritl,

TOYOlIa'L.exus, HyLndai, an::! SuzlAcl, In aggregate, XM's exclusive OEM relationships

repreilented 56% of U.S. alia lrit sales in 2OC5 (after <Jqustil'll for an estimated 15% of

Toyda liales going to Siriul ttTolgh Itsdealer and port installation ageemert, which

acCOl.....11 for 200 basis poirU ot share). Siriul has exclusIVe relationships with Daimler

ChyfJer, Ford, BMW, Mltslbistl, Au::liIVoIkswagen, and Kia, which constituled 43"4 of
2CU5 US. alio lIlit sales iin::llding an estimated 15% of Toyaa).

we e:qlect the OEM s/lan) OlSparity between XM and Sirius to widen in the fulll8 as

U,So ali<l manutactLren:l cortir1Je to lose share to global competitOl"8. Exhibit 9

forec~l6tl!1 mar1<et share for XM's and Siri... ' OEM partners. XM's partners had ~.2%

share of U.S, lJ"Iit sales in 2003, which increased to 57.8% in 2Ca5 (lIladjlBted for
ToyolEl), We Pf'Cl!ect XM partners 'aggregate share to in::reaae 220 basis poir'ts, 1000%,

by 2010, anj to 62.4% by 2015, Sirius ~rtrerB' aggregate share was 43.3% in 2003,

and declined to 40.8% in 2005. VVe forecast Sirius partners' share to decNne to 38.6% in

2010 enel to 36 2% in :JJ15.

clO: 803164
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Exhlbl 9: OEM Market Share, XMverSlJlI Slrlla, 2003-2015E
:l00) 101\14 IUO~ 1006 100" "" 1001 1010 1011 1012 1013 lOU ""arY \b"'. 'h,re

C>. 26 3~ Ill'llo ;'ti 3'" /3 J'llo !/4~ 21 )'K, :'O,~'Ilo 1~)'ll, 1~ O'llo 1I1.~'Ilo '''''' 175'140 1,0'"
loyolltJlelN. 11:-~ 1/;% 1J:J'Ilo 146"- 1511% \ti,~'Mo 16 d% Ill',," '/4'110 175'110 1? 6'110 177% lill'llo
H<.1l1d. ,,~ 1I,'1'lio H6'110 U'll. ~ i"40 10 O'llo 10.3'" 10 ~'lio 10 B"Ilt 11O"" 11 2'" 114'" 116",
Nr_nllnftnlll '"~ ~ ~"" Ii 4'110 bti'llo '"~

,,~ li'l\ 62'1lo ,,~ !i I'" ,,~ ':18'140 101%
l¥Jnd.1 24% I,'illo 21'l1o )~"" ]O'llo ,,~ 36'llo :-1I'llo ,,~ ,,~ ..~ ,,~ .:%
~;~zu" " ~'llo C<~ l ~'llo U,n'llo ""~ 'J ~"" "~ U~'llo ,,~ ,"~ 11'4 1,~ 'llo 12'"

Tot_ XIIII'.~lory E"clllSI .... OElIIl 5U% ,... 57.'" 51.5% 5U'Ilt 59.4'4 58.7" 60.0% 60.1% 61.4'4 6ui 62.H' 62.•",- 12 ;~'lIo ~1 11'llo HI,.", 1~ :'lio ',8 ~'llo 1110.,. l' 6'M. 1-':I'llo 1tili'" 162'" '''''' 158'" 155'llo
1},I.mllrChry.l., 14 1% '44'llt 14 !I"I4> 1~ 1'llo 14 b% '4 ti'lolo 14 b'l\ U~'I\ 14 )'llo lUI'M. 13 !'lIt 13,5'M. 133'llt
,MW 1 'I'llo 11r'-' ,,~ 19% ,,~ 1 1'140 1 S'llo ,,~ 1'';'140 ,,~ 1:l'llo ,,~

'"~AudjNoIlcsw'QIIn 2 "'1\ 2,'l'llo ,,~ 1!)'llt 10'lll 2.'J% 20'" 20'" ;>0'4 ;>0'" ,"" 2,0'140 2.0'"

". ,,~ 1li'l1o 11:i'llo ,,~ 1 'j'llo ,,~ 21'llo 22'140 2 ~'140 24'llo 2~'" ,,~ ,,~

Mll!llJbiSlI 1:''4 lU'llo Of'" 0;·" 0'- Of'll, Or'llo 0.7"14> 0,7% 0,7% 0,7'140 ,,~ 0,7'llo

TotIl SIrius "'dory EJ~kIslVl DE 43.3% l1.rllt 40,1% 41.1% 400'll. 38.2'1l. 311,"- 31.8% 37.1I'1l. 37,2'1l. "... JI.~'Il. 3'.2%

Non-l::~au$/'" OH.,t,
~Alb.1U 11'1lt 11'~ 12% ,,~ 11'1lo ,,~ ,,~ U~ 11% 11"- ,,~ ,,~ ,,~

,~~ 02% 0" 01% ,,~ 0,1'Mo 0.- 01% 01% 0.1'110 ,,~ "" ,,~ 01%
Porte:h. 02'\to "" 0,2''llo 0,2"" 0,2% 02% 0;:''' 02"" 0,2'\to 0,2''140 "" 0.2'" 02'"

Nan-E"au$/VI OFM Sh... 1 ~J'lil 1C,'IIo 14'" 1 4'140 ,,~ ,,~ 14% !N 14% 14; 14% 144 14'111

SourCII CorrputV dtla, CIlUI Sullioioll ~tnfiI;

lIVe tlclieve that XM 'a ligher OEM market share wtI translate jrto signiflCartly higher
OENt net adda convared with Silb begirrin;J in 2011 aa Tovcia, Ni&san. and Hyl.Rtai

accellerate prodlx:tion of vet1c1et with factory insta/lahon over the next cOl.4)le of ye;n,
Exhbit '10 depicts 0lI OEM rd add forecast.

OEM +Pft-OM'ltd Hit Adds

'<W
• ~:.oo

i ~OOJ
2,~
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SoJrce COrTPIllV diIla, Credit SLJiS!Ie estlrrotAs

,
~

Fam ill( Subscriptions
Once an individual tu& a satellite radio subscription, additional ·farniy~ sub&c,;pt~ for

other radio lritl may be taken (for lBe in the home. another Ca', or a portable) for $6.99

apiecE!. )eM aHaws siJ:l6crtlers to take L43 to fOU' famjy sli:lscrip:m per acCOLrt; Sin".
allows three per accOlZt. Family slDcl'iptlons are cOlJl'1:ed as additionat slbacribenl

and mpfe'Ser1ed 12% of Sirila' c;nj 1Ql'4 of XM's total slbscribers at tt-e end of 2Cai.

We forecimt this 10 Increase to 30% of subscribel8 for Sil'ila am 35% for XM by the end
of the fon~ast penod
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Farnty plan subscribers accOlXied for aboU: 3J% of XM's ret adds ewer the past two
quarters VersUl aboU 13% for SiriUI we believe that the disparity In family penetration
levels i1; due to XM marketing farrily plans more Clgge6sively lhan SirillJ.

Churn: Heading Higher. Driven by Increased OEM and
Auto Replacement Cycle
We believe that total dUll for XM wil irt:rease to 2.9% over the next tlTee Yean! (from

an estimated 2.6%0 in 2aX3) and for SiriUl, to 2.2% (from an e&tinuted 2.0% in 20:6).
The irw;l"t!aBe is a nahAl consequence of the alia rcpIaccmeri cycle and

noncOl'?f'ersion of OEM cU&torT'lEn. V\le aS8l.1T1e in 0lI' base Ca&e thai: XM's COOVefBion

rate stays flat at abot.i 54%, while SirillJ settles in at 56% (sllgt11Y higher because SiriL8

has longer pmmotlorsl periods). The average new alJomobile owrerstip period is
about feu yeanl, which means that even if every slilscriber that converted after the

OEM prormtlOl"Bl perIOd stayed lrtil the carwere sold, the chLm rate for OEM

subscribers who converted weud be 2.1%.

In orc:ler to calclGte the total ctun rate, we add the Impact d l'1OrlCOI"N'eRion , which is

eqlivalei1 10 ancther 18) basis pcllris for CL8tomers with iii~h promotional period

(e,g., GiWXM) or another 120 basis JX)iris for CUltomers 'Nith a 12-morth promotiorel
period (l~.g., ClYysJeriSiriL8) . Tt1s brings total OEM dun rates to a range of 3.3-3.9%,

deperdirg on lhe specifIC OEM. BecaU&e most of these veticles tIrIe usefiJ lives
beyond the fOIl-year iritial CJWIlenonp period (the average life cA a car is aboti ten

ye;n), it means that tro next owner of a veticle may also become a slJ)scriber;

there1'ore, at least a portion, and pefhape all In some cases. of the SAC; can be alloided

on thl! s,econd 0'NIlef', ttl.JB increaei'lll retllTl on investmeri

HlJINe'Ver, XM and Sirila tlIve noI yet figlJ'ed 011 how to seN to the preoM"led malket
segmeri and ore of the tactICS we believe they are cOC'tempBting is establishi'lll

distl'tuion agreemerts with owners of mtlt:iple t.Sed car dealershipl (e.g., Penske.
ALto Nation), whch wcUd il'lVotve paying corrmissiom to the dealers (similar to letail).
Note ItBi tre average used car huler IS of a loNer dernc9'aphic profile than the average

new c:ar bvjer and is, IherefOre, leA Iikdy to eliJ&cribe, owing to price 8er8itivity, anj

wi! have a higher propensity to dun.

In anallyzirr;;J sateiNte radio ctun, we look at it two ways: with and witholi OEM

nonconversion. W1al: we mean by nonc:ornettlion is the QI'Ol4) of customers that

become satelile radio subscribers tlTot.gh the OEM channef, bli do not opt to become

slilscribefB after the eXpiration of the initial sliJscripiion period that 'MIS included in the

price of t he car

Using thE! traditional dun cak:ulatlon, which is total dl&connects dIVided by average

subsclibers. we arrive at ill I'J..I'Ti)er that accl.l'ately reflects the ecOl1OlTlic coat of clun

(i,e., SAC), Havvever, as a messlSemeri of customer satisfaction with the prodtx;t, the

tradticlClill ctun calcjjation pairis a pictlXEt thai is more negative than reality, in cu

optrion. The reason for tl"is 18 thai: some percerlage d CUltorners becomes slb8cribers

as a n:!SuIt of pl.6Chasln,;t a new car that happens 10 have satellite radio factory installed

and a slil6Criptlon fee bUIll into the price of the veticle. MarTf of these new au:ornotlile

,clO· 803164
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bI..l')"t!l"I 'NOUd not ha\le otherwise subscnbed to satellite radio, As a reslJt, many in thia

grol.4' of custOJOOS$ do not opt !o subscnbe at the end of the 111It~ sub6cnptla"l per10d

ami, therefore, become discomects, or add to dun.

ThE! ec:ollOfTic reality of OEM distribUicn, partJcuany 31 the fr6taYatim rates irereaae

over the next few yeam. is that a portion of SN:, (aboU: 45% of OEM SAC today for XM)
wUI be spcri on customers thai are not going to stay because they 'NCR! no!: irteresfcd

In the sOIVice to begin with. we acccut for this in otr models; hcYtIever, when lookIrg at
chum as an lrelicator of demand for satellite radio, we sholAd also Iocic: at ctun

CXClluding the impact of OEM noncorncrston.

Exhibitll 11 and 12 show historical and forecast dun rates for XM arel Sin.... Exhibit 11

is tcltal chlrn, irelldng til:! effect or OEM CUltomers not converting, and Exhbit 12

repl1eseria clvn iKljuated to exclude OEM l'lOf'Conversion. The convel'$ion discussion

has 00t30 relevari to XM any historically because Sim.. began ramping the OEM

charnel in 2CXl5; therefore, its prepaid subBcription perioda didn 1 begin to expire Lrlil
2(Jl5. The differen:e between XM's and SiriLII' urBdjusted ctun rata mostly relate. to

XM na.."irg a sigriffCaA ruTlber of OEM trial customenl who opt rQ to renew their
SubElCriptU., whle SiriUl does not, ~ing to it being earlier in the ramp l.4' d its OEM

charnef. We project XM to tBve tigher Iorv-term chlm rates than girl... becau&e we
bclie\le XM 'oWU have more OEM ct.8tomers as a percertage of its charnel nix and

~IUS€l XM has shorter promotional periods on average today. lIVe also forecast Siri18

to hel\le sligttly 10000r retail chLm than XM, which we believe is the case tod&f.

Exhlibl 11; crun Rates, Una~usted

Chum Rail - Unlltjuslld
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EJlhlbl 12: Ctun Rates, A~usted for OEM Nonconverslon

Chum Rail • Adjusttd
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OEM Conversion Rates
Most I"eIV atiomobil~ with factory installe d satellite radios also inclLde a prepaid

stbK:riptkJn to the service in the puchase price. These range from 2-12 rnor1ha In
dlJation. For eXiKTIpIe, OM car blIjers receive ttw"ee mortha of service (one of which Is
a tree mDfth provided by XM as~ 10 a prepaid morth), Ford and Mercedes

blIjers receive 6 morthl of Sirius sel'Vice prepaid, and ClYysler blIjens receive 12
IT'IOr1t. ()f Sinus service prepaid.

Some OiEMs-narrely, Toyota and Au:lilVoIkslNagen -do not Include a prepaid

sLt1&cripiion period; ill&l:cad, they include tine 1llOfih& ' free service, in wt1ch case they
are nil!: cOlXied a8 customers tnes8 they become paying slb&criberB after the free

period. These customers also do not drive ctun from nonconversiol," The effect of

these cwtomers on the key operating metrics is to lower OEM cn..m, and to drive

higher SI\CIC PGA and lower gross adds

The orlly data that are a\la~able loday on cooversion rate are from XM. In 2004, the

conve'rsion rate was 59'l(,; it increased 10 00 7% in first quarter 2005 and declined

steadily ~~h quarter, reaching 54.5"A. in fOlrih quarter 2005 aro 54.3% In first quarter

2OCfi. As the rate of satellite radio factory Installation Increases, it IS reasonable to

expect the COl1\len>1OI'l rate to decline because more people that doni wart the sef'Vice

w~1 end up taking it. Hl:JNeVer. we believe that this phenomenon may be offset by the

growth In FX>PUarity of satefhte radio among ConBlJ'I1efS.

Exhbit 1~1 depicts XM 's actual OEM conversion rates in 2004 and 2Ca5.
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Exhibll 13: HistOf1cal OEM Converskln Rates for XM, 2004-06
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Revenue Forecast
We fOrecast satellite radto indUBtry feIIerue to nearty doI.bIe in 2CXJ3, to $1.55 billion, to
IncreaSE! to $3.3 billion in~, and to $5_2 billion in 2010. as sh:Mn in Exhibit 14.

Exhlbl 14: Industry Revenue Forecast
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Revenue Mixand ARPU Forecast

Ninel~' PE1'cert of satellite radio revenue CLJ'Tertly comes from slbicnpl:ion fees, 3-4% is

from cKlvl:mising, and the remainder is from equipmer1 and actIVation fees. Over time,

we bei11ev,e that advertising reveroe per subscriber will increase as the customer base
grows and becomes increasirgly attractive to national advertisers. We estimate

advertising 'NIl represeri 10"i6 of revenue of by 2010. Note that satellite racfio is nci: in a

position to larget the tocal advertising market, where terrestrial racflO earns Its living, due
to sat(!IIitEl radio '5 lack of local cortert and insufficlert spectnxn to deliver it.
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